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Appendix C

Part I: Derivation of the Model

I. Households

All households are assumed to be identical and obtain utility from money
and leisure as well as each of the m produced goods. Each household
solves the following maximization problem

(AI) u* max {C1(M/P)1-1 _ (¢N~+l)l/~)

(Ci,M,N)

subject to the constraint that

(A3)

(A4)

C • (~.~.C.(8-1)/8)8/(8-1)
~ ~ ~

P • (~'Q.8p.1-8)1/(1-8)
~ ~ ~

and Ci is the consumption of produced good i, Pi is the nominal price of
produced good i, M is the amount of money held at the end of the period,
N is the amount of labor supplied, I is the total nominal value of
resources available to the household, C is the bundle of consumption
goods defined by the aggregator function in (A3), and P is a price index
defined in (A4). (Note that the price index P in (A4) is not the fixed­
weight GNP price index. The solution of the model produces prices for
each of the m goods which can then be combined to calculate the
appropriate fixed-weight GNP price index.) The parameters of the
utility function are 1, which equals the share of the household's
nominal expenditure on produced goods rather than on money balances; e,
which is the elastiCity of substitution between the consumption of any
pair of goods; Qi' i - 1, ... ,m, which incicate the weight of each good
in the household's utility function; ry, which is the elasticity of labor
supply; and 6 which characterizes the degree of cisutility of labor.

The utility function in equation (AI) is additively separable between
(Ci,M) and N. This separability allows us to solve the household's
maximization problem in two stages. First, we will maximize utility
with respect to Ci and M, and then we will choose the utility-maximizing
level of labor supply N. Choosing Ci and M to maximize the utility
function in (AI) subject to the constraint in (A2) yields the follOWing
first-order conditions:

(AS) QiCi-1/81C1-1+1/e(M/P)1-1 - ~Pi

(A6) (1-1) C1 (M/P) -1 IP - ~

where ~ is the Lagrange multiplier on the constraint (A2).
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Appendix C-2

Combining the first-order conditions (AS) and (A6) yields

(A7) QiCi-l/e~C(l-e)/eM - (l-~)Pi

Multiplying both sides of (A7) by Ci and then summing over all i yields

Substituting (AB) into (A2) yields

Substituting (A9) into (A7), summing over all i, and using the
definition of the price index in (A4) yields

(A10) PC - 1'1

Substituting (A9) into (A7) and then using (A10) yields the demand for
good i

(All)

Substituting (A9) into (All) yields

(A12) Ci - Qi6(Pi/p)-6(-y/Cl--y»M/P

Having solved for the optimal values of Ci and M, we now solve for the
optimal value of labor supply N. First, substitute the optimal values
of Ci (eq. All) and M (eq. A9) into the utility function in (Al) to
obtain

(A13) u* - max (1'1'(l-1')l-"YCI/P) - (6Nry+l)1/ry)
N

subjec~ to I - ~N + =K* + M + ~, whe=e T. is the (present value of) post­
retirement health benefits to be received by the household.

The first-oreer condition fo= labor supply N is

which can be solved to obtain N*. the optimal amount of labor supplied

(A15) N* - v(w/P)ry

where v • [1'1'(l_1')l-"Yry/(ry+l)]ry¢-l
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Appendix C-3

II. Firms

Each of the m goods is produced by competitive firms with Cobb-Douglas
production functions. The total production of good i, Yi , is given by
the production function

(A16) y. A N PiK 1- pi
1 - iii i - 1, ... ,m

The firms are assumed to be competitive and thus take the nominal price
of their output, Pi' the nominal rental price of capital, r, and the
nominal price of labor, Diw, as fixed. Note that the nominal price of
labor consists of two parts: w reflects the nominal wage rate excluding
the cost of post-retirement health benefits covered by FAS 106. The
factor Di reflects the impact on the cost per unit of labor of post­
retirement health benefits covered by FAS 106. For firms that do not
offer post-retirement health benefits, Di - 1. For firms that offer
such benefits, Di > 1. Competitive firms choose Ni and Ki to maximize

i - 1, ... ,m

The first-order conditions for labor and capital are

(AlB) PiPiYi/Ni - wD i

(A19) (l-Pi)PiYi/Ki - r

i - 1, ... ,m

i - 1, ... ,m

Given the nominal wage wand the FAS 106 factor Di , (AlB) determines the
amount of labor demanded in sector i; given the rental price of
capital, (A19) determines the amount of capital demanded in sector i.

Equilibrium in the factor markets requires that the aggre~ate amount of
labor demanded equal t~e supply of labor and the aggregate amount of
capital demanded equal the supply of capital:

U.20 ) .... 1, : 1,*-i

(A21) .... Ki
K*

~i

Tne amount of money demanded equals the amount initially held by
consumers

(A22)

Tne amount of good i produced must equal the amount of good i demanded,
so that using (A12) we obtain

(A23)
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Appendix C-4

The nominal value of produc~ion mus~ equal the nominal value of total
fac~or payments. including the (presen~ value of the) cost of post­
retirement health benefits,

The nominal value of to~al resources available to the household, I.
equals the initial holding of money M* plus capital income rK*. wage
income, W~iNi' and the present value of post retiremen~ health benefits
~ - w~i(Di- )Ni so that

(A25) I

The solution to the model consists of the equilibrium conditions (A20) ­
(A25) , the production functions (A16), the labor demand equations (AlB),
the capital demand equations (A19) , and the definition of the price
index (A4).
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the fraction of labor employed in sector i

Part II: Calibration of the model

The model is calibrated so that in the absence of FAS 106 it yields an
allocation of labor across sectors that matches the actual allocation of
labor across sectors. It is also calibrated such that in the absence of
FAS 106, all nominal prices are equal to one.

Inputs to the calibration procedure:

~, the elasticity of labor supply

e, the elasticity of substitution beeween the consumption of any ewo
goods

~, the share of nominal expenditure devoted to produced goods

No*' the initial total amount of labor to be allocated across sectors

K*, the fixed total amount of capital to be allocated across sectors

Pi' the share of labor in total cost in sector i

Di • the FAS 106 cost factor in sector i (equal to 1 in the absence of
FAS 106)

sN. N jN*
~. i '

In the initial calibration, all nominal prices are set equal to one

(Bl) p. - I,

(B2) P - ::.

i 1 .... ,II:

Tne amou=.t 0: labor i~itia:ly usee ~n each sector follo~s directly from
the fraction of the labor force employed in sector i, sN i , and the total
amo~t 0: labor employee, No~

. ,
~ - _, ... ,m

....
Define s·~ • P~Y~/~iP~Y~ ~o be ~he sh~re of sec~or i's ou~pu~ Pili in
total output =;p;Y:~ -Ynen using the labor demand equation (AlB) and the• • ~ *fact that the total amount 0: labor employed is No ' it can be sho~~

that:

(B4) i - l, ...•m

Using the capital demand eouation (A19) and the fact that the total
amount 0: capital used is K~, it can be sho~~ that

(B5) i - 1, ... ,m

-:.he p!'oduc~io:1.
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Appendix e-G

Using Yl from (B6), the nominal wage and the nominal rental price of
capital can be determined from the first-order conditions (A1S) and
(A19) for sector 1 to obtain

(B7) w - P1Y1Pl/(D1Nl)

(BS) r - (1-Pl)Y1Pl/Kl

Now calculate v in the labor supply curve (eq. A15) as

(B9) v - N *(P/w)'7o

To calibrate Ai' i - 2, ... ,m, substitute the production function (A1G)
into the first-order condition for labor (AlB) and set Pi - 1 (eq. Bl)
to obtain

i - 2, ... ,m

Now set all prices equal to 1 in the equilibrium condition (A23), and
use (A22) to obtain

(Bll)

Summing (Bll) over all i we obtain

Now obse=ve that w~th P Pi - 1 for all _, equation (A4) implies that

(B13)

Suost~tuting (E13) into (512) and rearranging yields

(E14)

~in-iiv suost~tutin~ (E14)- _. c:...y:_ .. t ::>

1, S-_i • Yi/ZY, I we obtain- ...

~~to (Bll) and recalling that when Pi p

(B1S) Y
S i i - 1, ... llIl.
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EXHIBIT 2

Southwestern Bell Telephone Company Direct Case
CC Docket No. 92-101

Southwestern Bell's Experience With CustomCare:
An Example of Medical Care Cost Containment



SOU'l'HWBS'1'BRJI BELL' S EXPERXDCB WZ'l'Jl COS'1'OKCARB:
All BDKPLB OF KBDXCAL CARB COS'1' COHAXIDmNT

CUSTOMCARE

Like most companies in the u.s., Southwestern Bell has had to
deal with rapidly risinq health care costs.

Southwestern Bell Corporation, in conjunction with The
Prudential Insurance Company of America and various other insurance
carriers, developed the CustomCare plan. CustomCare offers
participants choices and the opportunity to take a more active role
in their health care. At the same time, the plan qives health care
providers incentives to improve quality of care and maintain
optimal standards.

CustomCare was desiqned to:

• mitiqate health care cost trends;

• involve employees in health care purchasinq decisions;

• control postretirement medical benefit costs;

• promote wellness;

• protect employees from catastrophic risk.

CustomCare blends the best features of Health Maintenance
Orqanizations (HMOs), Preferred Provider Orqanizations (PPOs) and
indemnity plans. From HMOs come precertification, utilization
review and an emphasis on wellness; from PPOs, neqotiated provider
discounts; and from indemnity plans, flexibility and freedom of
choice.

CustomCare's overall qoal is threefold:

• to deliver appropriate care

• in appropriate settinqs

• at an appropriate price.

..
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FINANCIAL PERFORMANCE OF CVSTQMCABE

From a financial perspective, customCare has been very
successful. Southwestern Bell Telephone Company has successfully
controlled its medical care cost as shown below:

• From 1987 to 1988 the per employee claims cost increased
by 12 percent compared to the national average of over 20
percent.

• From 1988 to 1989, the increase was 7 percent, compared
to the national average of 22 percent.

• And in 1990, the increase was 11 percent, compared to the
national average of 22 percent.

FURTHER EVALUATION OF CUSTOMCABE

Numerous newspaper and magazine articles provide further
evaluations that document the successes of Southwestern Bell's
CustomCare plan. Copies of several of these articles (from The
Wall Street Journal, Fortune, CFO and SBC Update) are attached.
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MedicalExperiment
Some Companies Try
'Managed Care' in Bid
To Curb Health Costs

PhysicianNetworksNegotiate
FeeDiscountsinExchange
For the Flow of Patients

The Southwestern Bell Test

By RoN WINSLOW
St4f/ Reporter 0/ TIm WALL STIlSI:T J OUIIN...

IJTl'LB ROCK. Ark. -Larry Beruaett
was suffertnr frOm Crohn's disease. a
chron1c lotest1Dal a1Ifi1ent that caused bkn
to lose 80 pouDds, when he lett the doctsr
bfa Io"d been seeln( for 10 years.
~ .year-old safety~ at

&...o.&!western Ben Corp. was happy wWl
his doctor and trusted bim. But the doctor
wasn't on a I1sl of pbysicians part1dpatlq
lo the company's new health plan. Soiltb­
western Ben promised Mr. Bennett tbaUIe
would save money by swlteh1nr, ancl-be re­
luctantly went alonr.

TbousaDds of Mr. Bennett's co-worters
did llkewlle. and lo doln( so they, bave
a.1Io saved SoutInrestI!m Ben IDClIIef." .

The St LooJs te1ecornmUDicatlodl'com·
pany IIlo the forefront of a movemIIIt tbat
couJd reshape U.S: health care. KMft·1i
"maJIII!CI care." It II corporate Ame!tt&'s
latest attempt to staDch hemorrllallftr
health COllI, wblch a recent survflJ- iays
have rllen more thaD m. lo the put nro
years. On averqe. health care Jut year
cost U.S. companies an amount equal to
26'¥e of tbetr net locome. accordlnr to the
survey. by A. Foster H1ftlns If Co•• belle­
flts consultants.
QuId Pro Quo .

Under manqed care. companies-Ull­
ally throuIb ID lnsurance camer-eet uP
networks of doctors aDd ho!SPitaJs tbat. iD
return for the now of patients, Ile(Ot1ate
dlIcounts iD the fees they c:haJte. Jrn.
players pve workers flnancial loc:eatives
to use the networks. whose quality, ~CJICS

8l'\d Sfr'Vk:es are monltored. Southwestern
Se.l .'t say exactly how muchm~ It
bas saved since it adopted the procram lo
mid-I987. But a study Southwesteni Bell
comm1sl1oned says the company', cosfs
role 1,. ID 19lII. The 1Dcreue was held to
less thaD IlJ'O last year. Southwestern Bell
says. That's less thaD half the nauooal av­
~ increase.

"It comes around to applyln( Iood pur­
chaIiDI prindpJes to the pract1ce of medi­
ciDe.·' says cratr campben. Southwestem
BeD's associate director for benefits plan­
ntnr.

Most companies shy away from such di­
rect involvement in their employees' per­
sonal lives. but so far. nothtnr has worked
very wen to curb health-care costs, Which
recuJarlY outpace lnflat1on. The Foster
Hiama survey sunests why benefit man·
agers and corporate executives are frus­
trated: Corporate medical costs soared
21.6'9'. last year. the survey concluded, on
top of a 29.4.,. Jump in 1989. Half the 1,956
employers surveyed said current efforts to
hold down prices and 1lmlt the use of medi­
cal servtces were havtD( little or no ef­
fect.

CostoCoascloDS Compaaies . .
For better or worse. hundreds of corn·

panies are Iltely to follow Southw_rn
Ben and others loto rnanaeed c:ar'e-. "'U
costs lo any other pan of your bUSiness
were gotq up 20llJe to 3OllJe. you'd learn
about It iD a hurry." says Joeepb Dun.. a
consultant with Brnst If Youar apd a
promtnent advocate of manapd' care.
"Companies are roiDI to be lo the health·
care buIiDesI, not only u payers but u
rna.nqers of COlt and quality."

For SoutJnrestern BeD. the resuJtI 10
far have been encouractnr. III the ftI'It 2*
years of Its P1aD. per-employee com lR tile
13 cities wbere the company offen mu­
apd care U ID option wert l.3'- Jow.er
thaD would have beeIl expected UDder Us
tradltlonal fee-for..mce plan. SllYI RaIl
Z. GoetIeL directOr of data~ at
JobDIoD If JoImIOD's BeiJdl~
IDe.~ wbIc:b hal studied tbe..erfort
for Soutb'ftllern Bell. 1D ux. c1tIeI, COICI
for employees wbo UIed the lII'PI'O"d play,
sk:iID aDd hoIpttaI networb .,. .. II
lB. eompared wltII 1"- for emploJlel
wbo~ to see doctors outside the .­
worD.
PleDt1 of Drawbacks

But Southwestern Bell a1Io IearnIil tIiiat
IDIDIIiDI MIlth COlts isD't euy. It~
empkJ'yeeI at first, aDd it baa subitaDUIl
startup COlts. EmpkJyee satiIfa&:tion ..
b1Ib DOW, company surveys ....... lilt
endlDr 1oIlptand1nr relatkmbtpa wW1JlU"
tlcuIar doctors aDd hospitals .. WI't!BddnI.
ADd III the ftrst year of I'nIII&I'd cam. tae
compuy's health costs iJIcreGS8d.~.

MaDapd care IID't, of COW"Ie. the only
game iD t8WIl. 1D recent years, c:ompIIiMs
aDd iDsurers have resorted to a nUlllberof
strateetes to 1lmlt health expelllel. UDCIaI
them requirtnr secoacl optnjons for certaiD
SW'PI'Y. aDd precertUlcatloD of~
admissioDa. One result: HoIpttaUzaUoas
have declined and outpatient treatment
bas soared. Spendtnr Is red1rected-~
t1mes, but not always. curta1led.

Some companies use health roam.
nuce orpnizatlons. or HMOs. The em·
ployer pays premiums, and the HMO pro­
vtdes medical servtces aDd manaces costs.
The employee sees doctors employed by
the HMO. Unfortunately. HMO costs and
premiums lo recent years have rtsen In
tandem with rroup health·insurance reim­
bursements.

Manqed care lo some ways Is an amal·
pm of these other strateries. and Its suc·
cess II far from certaiD. Roben EIcher. a
principal wi~_ Foste.!'~. says he has

seen some rnana,ed-care plans In which
savtnp from negotiated discounts were
wiped out When doctors started biillng for
addiUoaal services. From the pattent's
standpoiDt, "success" also hinges on
Whether or not discouDt service turns out
to be Inferior care.

Bven some supporters believe that
wbile many COIIlPlUI1es will beneflt inittally
from the JIJ8II8.IId-car approach. It Is uJtt­
mateJy doomed UDlesa Congress sets ana­
t10nal bea1th-eare budpt. "Managed care
II nothIDr other thaD buyinr health servo
ices 1rtIe1y," says Walter Maher. director
of federal relat10as at Cbrys1er Corp. "It
still baa to wort witbiD a structure that
controls [total] health expenditures,"
Too EarlY to TeD -

For DOW. wtdle more and more compa­
nIes are adoptIIlr the approach. few have
been at It loq enoup to Puce Its effec·
Uvenesa. "At tIdI poUlt, we don't have
enoup manapd care iD place to have any
impact OIl naUoaa1 stadstics," says carl
SChrunm. president of the Health Insur­
ance Aswtadoa of America.

So ~westerIl Bell's experience is iD­
terestbIr as a test cue. Tbe company's
effort bepD iD 1981, wilen It decided to
make 1IeaItb COItI a priority Issue lo bar­
rIiDIIlr wttb the Comm1lDlcatiolls Workers
of AmIricL De CCIIDIlUY had cause for
coacem: Beta.. 1J7I1Dd 1985. its spend­
lDI CIl bealtb benefits had Jumped 217'9'c.

But UDiaa coaperatklD wu essent1al.
aDd the CWA dIdD't WIDt to see benetlts
UDderm1Ded. 'rbI' mdCIl appredated the
probJem. "At tile time. we 10Gted at It as a
cbcice betweeD two POs-belp them pay.
or blip them .... 1IIGIIIf:' says Victor
CI'oWIeJ. III ofDdal of the CWA lo St
I.GWI. W1DcIIlepoMilll about 45.000 of the
Soudrftltelil Bell's 11,000 employees. Ulti·
mately, CGIilpIIIy &lid uDilII IIreed to
ma1DtaID beDefItI at eldItiIr ievels. South­
wes&erIl BeD woWd .-me a role lo em­
pkJJIII' bealtkare decIIIoaI. aDd the un­
1CIl woaId blip deftlop the new ~
pI'OICIL
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The plan devtsed. known as Custom
care, is adm1nlstered by Prudential Insur­
ance Co. of America. which set up doctor
and hospital networks in 13 cities in five
states. mak1Dr it available to 65% of the
company's 87,000 workers and retirees.
Those who select network care choose a
partic1patinC general practitioner, who as­
sumes respons1bWty for manartnr the pa­
tient's care. That can mean makinr refer­
rals to specialists. orderlnr diapostic pro­
cedures. and sendtn&' the patient to the hos­
pital. Employees pay 510 per doctor Visit.
and the plan covers l()OGJ'o of everythinr
else except prescription drugs and certain
lonr-term psychiatric treaunent•.
Network aDd lDdepeDdents

Employees caD sUll Visit a doctor out­
side the netWOrt any time they wish, but
they must pay tbe price-currently a S350
annual deductible for an individual. and a
20% ~paymeat (up to a rnax1mwn of
S2.35O per year).

A tb1rd option for Southwestern Bell
employees is an HMO, for which the com­
pany pays the annual premiwn. But bene­
fits aren't as comprebeDS1ve. and em-
P\cwees pay the full cost of any care they
See. outside the HMO.

For Mr. 8eDDett, the safety rna.nqer,
the cboice was difficult. "You knew tIdI
was betDr done to save money," be s&yI.
"The btnest questton was: Wbat kiDd of
quallty were we IOtDr to get?" In the end.
fearin&' that his Wnea was IOtnr to be ex­
peDS1ve, be cIae Custom care.

Despite cost incentives, as weD as
months of meet1Dp and newsletter mall­
lnp to acquaint employees With the p~
gram. many of Mr. BeDDetl's co1leaIUeI
were wary.
Expeaslve Start

One major problem occurred in St.
Louis when the plan was first offered. Em­
ployees bad to ebooIIe betweeD CUstcm
care and the HMO optloD before PrudeD­
tial had l:URe to set up a network tbere. NCIt
IcnowlD&' who their doctors m1Ibt be, l2.ooo
employees-nearly 20'¥0 of the wort foree­
selected an HMO. That was a COItly did­
stOll for Southwestern BeD. The c:ompu)'
pa1d an averqe HMO premium of su­
tor thole employees. Custom care, tt was
reckoned. would bave been less expeaslft­
averll1Dr 51.613. The difference COlt the
company an extra S38 m1U1oa in 1987.

Addlt10llal COltS were 1Dc:urred wbeII
many employees scbeduled electlve sur­
l""l'f_ tor early lit1987. before the DeW plan
r.:"decs in. Also. a lot of employees were
~ UD&CCUStOmed visUs to doctors be­
cause tbe company was Ul'I1Dr tbaIe wbo
strned UlI for Custom care to establ1sb roe­
1at1oDsbips With new pbyslclans. AU of that
COlt SoutInresterD BeD moaey. When ttl
medical expeDseS rase 261fa the first year,
"there were a few concerned individuals
upstatrs." says Mr. campbell. referrtne to
senior executives.

The btuest .-uP for most partici­
pants was bavtnr to change doctors if it so
happened that their own doctor hadn't
joined the network. Ruth Krone, a St
Louts employee who bad bad open·bean
surgery in 1984. rave up her card1oloPt in
1987 because be wasn't in the network. aDd
now she sees vartous heart doctors OIl re­
ferral from her prtmary-eare physician.
"I'm really happy With Custom care. but 1
bated the part of lostnr.my heart doctor,"
she says. .

Prudential won't disclose detalls of tts
dtscountinr arrangements. other than to
say that prices paid to network members
are lower than the customary charres paid
under traditional insurance. PrudeDtlal
says it carefully screens doctors for board
credentials, malpractice history and other
criteria and selects tor its networks those
who agree to certain quality~
The insurer also monitors the doctors.
ustnr vartous cost and quallty measures.

SOUthwestern Bell surveys its em­
ployees. 84~ of whom last year said they
tbouPt the quality of Custom care was ex­
ceDent or very good. It uses data eeaer­
ated by JolmsoD IE JoImIOD to monitor Pru­
dential'spertonnanee. That "keeps Pru­
dential focuIed on wbat is IOtnr OIl lD tbe
field." says Mr. campbell.

Gradually the proaram bu won KeeP'
tance amolll employees. One bIr plus: Pa·
tients IOtnr to networt doctors doD't bave
to flU out claim forms. Another: Tbey
m1Ibt pay next to IlOtb1Dr for major ....
pry, while people who 10 outside tilt net­
wort ~ve bad to pay hUDdredl of doDarI
(up to the capped maxlmwn) from tbIb'
own pockets.

'Enrol1IDent in the c:ompuy plan amoar
eUl1bJe employees~ to 83'f. in J.-. from
mo in 1981. says Mr. Goetzel of JobDai.
JobDIoD. wb1le IDIO eDrOllmeIlt c:leeu.d.
Nearly 3.700 employees wbo UTe III c:ttIII
wbere networD area't aVailable bave actu­
ally commuted to DetWOrk dtIeI for beIltll
care. ADd Jut year, 85" of med1eaI daDIrI
spent in networt ctt1el. were paid to net­
wwt providers. up from 751fa in 1B. ..M
more aDd more employees face a btl
[medleal) event. they do come into tilt net­
wort aDd. they stay," Mr. campbell s&yI.
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HJI0 Cost Misstated. :J~
Your Feb, 1 Plle-one antel! Y..\Teel:al

Exptnlr.l!'nc" mlSstac!s the d1fftrenee in
cost between an I\'frar H.\tO premium
\'5. an a\'erare Custom CiiipremlWD for
12.000 Sou.t1Iwestern BeU emp1O)letS. The
amele Cites Ifte COlt c11fferenee u S36 rrJl­
liOn. It sbOuld be 53.6 mfillon,

t>4t.'1. S. :'-lOUD
Jenkintown, Pa.



. SPECIAL REPORT

YES, COMPANIES CAN
CUT HEALTH COSTS
Most corporate medical bills are still rising at a feverish pace. But a growing number l)1

employers are fighting back with a potent remedy: managed-care networks.• by Ronald Hcnk()H

c'

~o
No longer content to be
the passive paymasters
of America's ever more
expensive private health
care system, corporate
executives are going on
the attack. Their new
remedy: managed-care

nety.ork~. Lnder these programs. compa­
nies sleer employees to handpicked groups
of uoctors and hospitals that pledge not

only to cut their fees but also to practice
medicine according to a prescribed set of
guidelines. "Everyone needs a boss," says
Craig Campbell. associate director of bene·
fits at Southwestern Bell. "Medicine in the
U.S. has operated on a wide-open basis for
too long. It pays to manage it."

Companies that don't manage their med·
ical costs could be killed by them. Accord·
ing to the benefits consulting firm A. Foster
Higgins, employers who stick with tradi-

tional insurance plan~ alone will he srcn,,­
ing about $22.UOU per worker annual" ,'I:

medical benefits by the year 2("10-42'
more than the $150463 it rrojcct' the' n,l­

tional average \\ ill be.
Top management at Southern C<llihlrnl.

Edison. the nation's fifth-Iarccst cb.'trlC.I'
utility. used to vic\\ cmploye'c health ~'ar,

SouttnnIstem BeIl'1 network members pay just
$10 to visit obstetrician Kathy Maupin.
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courts. But as Steven
Epstein. a partner in a

Washington. D.C.. law
finn. warns. "The more

vigorous a managed-care
network's cost-contain­

ment efforts, the higher the
risk."

Apparently, most benefits
managers figure standing pat

is even riskier. With good rea·
son. In 1990 the average cost of

traditional indemnity plans­
which allow insured patients to

consult the doctor of their choice
and damn the expense-shot up

21.6% over 1989. That was the
third annual twentysomething in­

crease in a row, according to Foster
Higgins.

Every previous effort to fix this
longtime staple of private health insur­

ance in America has been a bust. Stick­
ing employees with steeper premiums

and higher deductibles has alienated
workers but done nothing to rein in doc­

tors' fees. Forcing patients to seek a sec­
ond opinion before undergoing surgery

hasn't worked either. Aetna Life Insurance
recently advised customers to scrub its 15­
year-old second-opinion program after find­
ing dissenting views in only 3% of the cases.
Says Dr. Robert Sigman. an Aetna medical
director and surgeon: "Second opinions ac­
tually cost employers more than they save."

Companies can exert some control over
costs by opting for conventional HMOs.
which now serve some 37 million Ameri­
cans. Kaiser Permanente, the nation's larg­
est HMO operator, has managed to hold
increases in the premiums it charges plan
members to an average annual rate of 11%
over the past five years. At Kaiser. which
covers 6.5 million patients in 16 states. doc·
tors are on salaries and have no incentive to
perform unwarranted procedures.

But HMOs do not provide the kind of all­
in-ooe-system coverage that managed-care
networks offer. And benefits managers
grouse that the per-employee rates they pay
for HMOs too often shadow the per capita

cost of traditional insurance. Three·
fourths of American companies now of·
fer at least one HMO, according to a
survey by the benefits consulting finn
Hewitt Associates. But 63% of them say

their HMO costs are rising as fast as. or fast­
er than, their indemnity plans.

To entice employees into managed-care
networks, companies must first craft a c1ev-

2000
$15,463

1990
$3,217

the show. Better still. this adminis­
trative agent usually puts some of
its own money at risk, by vowing to
hold cost increases below a set rate.
Failure forces the insurer to pick up part of
the overrun.

What's the catch? For one thing, doctors
and patients are more restricted. Consider
CustomCare. the trendsetting program in­
troduced by Southwestern Bell in 1987 after
its health costs rose a sickening 217% over
six years. Employees covered by Custom­
Care's network pick an approved internist
or other primary-care physician, who acts as
a "gatekeeper," regulating all access to spe­
cialists and hospitals. For some workers,
that means abandoning a doctor they have
known and trusted for years. It also means
that an employee suffering from, say. a sore
throat is no longer fully covered if he by­
passes his internist and heads straight for a
higher-priced otolaryngologist.

Prescribing how doctors practice, as op­
posed to simply fretting about the prices
they charge, is pushing companies and
insurers into unfamiliar and potentially
litigious territory. Although he agrees
managed care is more efficient, Dr.
Robert Brook, director of the health
sciences program at Rand Corp.,
notes that it does not eliminate only
inappropriate care: "It gets rid of
things you need as well as things
you don't." The issue of employ­
er liability is untested in the

WHY MANAGERS
OUGHT TO BE
SCARm

HOTOGRAPH BY MICHAEL L ABRAMSON

THINK of these networks as the
medical equivalent of lite beer: ev- .
erything you ever wanted in a
health care system-and less. By

arefully monitoring the behavior of physi­
ians they have under contract, they pro­
uce less inefficiency, less time in the
ospital, fewer unnecessary procedures, less
urogenesis (doctor-induced illness, such as
eedlessly prescribing medication with
armful side effects), and, of course, lower
;)sts. But networks also offer more. Pro­
rams typically pay for a host of preventive
~rvices that traditional plans usually skimp
n- physicals, mammograms, well-baby ex­
rns, and inoculations. Another plus: Doc­
Jrs, not patients, usually fill out and send in
:surance claim forms.
These networks are sometimes called ,..........
~pen-ended health maintenance organiza- ....,.
ons" because, unlike basic HMOs, they al- bI.1I •....
lW plan participants to elect at any time to _- ItotII ....,..,.
;e non-network doctors. Few do, since u... _ .. ....-,•• ..-r­
ut-of-pocket cost is higher. Still, for many ....,....... 1'he A.
rnployees, this option is the spoonful of ,.... .......~
.lgar that helps managed medicine go inI" proiecIa tMt
,Jwn. Says Campbell of Southwestern Bell: caet"".....,..
This is the United States. People don't like ,... 2000 I curnnt
) be locked in. They want some freedom of In c:.re
10ice." cu. .........

For companies, managed-care networks
-e appealing because they replace the nor­
;al hodgepodge of medical coverage-one
:an for· hospitalization, another for outpa­
ent procedures. plus a smattering of inde­
endent HMOs-with one administrator,
"picaliy an insurance company, that runs

15 a benevolence-until it became the fast­
:st-growing item in the corporate budget.
lays Chairman John Bryson: "We didn't
lave the same concern for cost and quality
)roviding medical benefits as we did build­
ng a power plant." In January 1989 the
llility pulled the plug on its longstanding
nsurance plan, began requiring employee
ontributions, and established the largest
ompany-sponsored managed-care net­
.'ork in the U.S. Last year medical costs
"'ent up just 5.7%. vs. 23% in 1988. saving
::disoo some $38 million so far.

Similarly, Southwestern Bell, a pioneer
:l managed-care networks, has held the an·
lual increase in its health costs to under
0%, roughly half the national average, for
wo years running~ Companies as diverse as
\llied·Signal, General Electric, Sears Roe·
uck, Marriott, and Monsanto now deploy
,anaged-care networks as an essential
eapon in the war on health costs.



! still covered by indemnity insurance. and
:0 their costs continue to climb more than 15%
~ a year. Many in this group work in small

towns, where doctors and hospitals face
scant competition and have little incentive
to join a network.

SPECIAL REPORT

er concoction of carrots and sticks. At
Southwestern BeU. the administrator-Pru­
dential Insurance-screens participating
physicians for quality. No more than 20% to
30% of an area's doctors are invited into a
network. All must have clean malpractice
records. admitting privileges at top hospi­
tals, and certification from a medical spe­
cialty board.

T
HE BIGGEST CARROT iioprice.
Unlike other companies, South­
western BeU has not imposed high­
er annual premiums and deducti­

bles. Employees who join its managed-eare
network pay only a flat S10 fee each time
they see a network doctor. All other medical
expenses are picked up by the company. But
workers who exercise their option to consult
a non-network doctor encounter some sharp
sticks. A family of three, for example, pays a
S1,050 annual deductible and 20% of all
bills above that. up to a maximum of $4,200.

When Southwestern Bell surveyed em­
REPORTER ASSOCIATE &huJJQl:ob
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ployees about how CustomCare was work­
ing last year, the regional telephone company
got rave reviews: 84% rated the quality of
network care "very good" or "excellent,"
and 92% said they would be willing to rec­
ommend their primary care doctor to a
friend.

Craig Mille~ 36, a maintenance mechan­
ic in St Louis, is one of those satisfied
customers. Last year Miller's then-preg­
nant wife, Sandra, was hospitalized with
preeclampsia, a condition characterized by
dangerously high blood pressure. She gave
birth to a premature baby girl, who had to
spend nine weeks in the hospital. Later,
Mrs. Miller needed to have her gallbladder
removed. The out-of-pocket cost for all
this? Zero. Says Miller. whose wife and
daughter Emily are now in good health:
"You couldn't have asked for any better
treatment from the hospital, the doctors,
or the benefits people."

Management's main worry is that Cos­
tomCare is too limited: 35% of the compa­
ny's 87,000 active and retired employees are

WHY do managed-care networks
save employers money? Partly
because they induce hospitals
and doctors to discount their

fees as much as 30% by promising them a
steady flow of patients. Such medical mark­
downs are not new. They are the hallmark
of so-called preferred-provider organiza­
tions (or PPOs), an option now offered by
37% of all employers. according to Hewitt
Associates. But the flaw in the PPO ap­
proach is that it allows doctors. ever inven­
tive at finding ways to sustain their
incomes. to beat the system by performing
more procedures. Says Rebecca Rush, vice
president of group marketing in Pruden­
tial's southwestern region: "The key to cost
control is not the fee but the appropriate
level of utilization."

Has an orthopedic surgeon ordered sig­
nificantly more magnetic resonance imaging
scans (at an average of $1.000 a zap) than
his coUeagues? Has an obstetrician per­
formed an above-average number of Cae­
sarean sections? In the Pro's networks.
those events may trigger a talk with one of
its staff doctors. If practitioners cannot sat­
isfactorily explain their actions, they must
pledge to reform. If the problem persists.
says Rush, "we may have to come to a pan­
ing of the ways."

Few companies have gone to greater
lengths to control utilization than South­
ern California Edison. HealthFlex. its
managed-eare network, serves 55,000 em­
ployees, retirees, and dependents and con­
sists of some 7,500 doctors (15 work full
time for the utility, 100 serve in eight on­
site clinics for" 26 hours a week, and the
rest are under contract), 85 hospitals. and
an in-house discount pharmacy. All this is
overseen by medical director Jacque Soko­
lov, 36, a cardiologist who worked as a
health care management consultant before
joining Edison in 1987. He is now an offi­
cer of the company.

Aided by a sophisticated computer sys­
tem, Sokolov's staff monitors every interac­
tion between an employee and a health care
professional-some 700,000 "patient en­
counters" a year. Company phannacists. for
example, recently discovered that some net­
work doctors were prescribing ciprofloxacin.



an antibiotic that fetches a whop­
ping $3.50 per tablet. for upper
respiratory infections. In at least
some cases, Edison's professional
review committee concluded,. the
physician first should have tried a
less-expensive remedy. erythromy­
cin perhaps.

Edison executives profess satis­
faction with HealthFlex. but they
have had a hard time winning over
organized labor. The utility bar­
gained with its three unions for
nine months in 1988 before declar­
ing an impasse and imposing the
program unilaterally. One of the
unions' main objections: cost shar­
ing. Workers previously paid noth­
ing for their own medical care and
10% of the bill for their depen­
dents. Now employees with fam­
ilies must pay an annual deductible
of either $200. $800. or $2.000­
they get incentives. such as extra
vacation days. for choosing the
higher ones-and 10% of all
charges for network doctors. When they
venture outside the network, workers are re­
sponsible for at least 30% of all fees.

Union leaders also claim that while they
have no quarrel with managed care in prin­
ciple, they feel strongly that someone other
than their employer should be doing the
managing. Says Willie Stewart. an employee
of Local 47 of the International Brother­
hood of Electric Workers. which represents
6,000 Edison workers: "It seems obvious
that if a doctor's salary is paid by the campa-

ny. then his loyalty is going to be to the com­
pany and not the patient" At times. a
supervisor eager to regain the services of an
injured employee may try to pressure his
doctor into declaring him fit for work. Soko­
lov says he has a standing order to physi­
cians in such cases-tell the supervisor to
take a hike.

Companies with neither the desire nor the
dollars to get so intimately involved in the
business of medicine can still practice a de­
gree of managed care. They can sign on

l with any of more than 150 "utiliza­
I tion review" finns. many of which
- are owned by insurance compa­

nies. Representatives of these out·
fits. usually registered nurses. act
as remote-control gatekeepers.
Fielding telephone calls in a cen­
tral office. they decide whether pa­
tients facing surgery have to be
hospitalized; if so, for how manv
days; and, increasingly. whethe'r
they even need an operation at all.
In making those judgments, the
nurses rely on manuals and com­
puter programs packed with clini­
cal guidelines and statistical
information showing, for example.
the median number of days last
year that patients west of the
Rockies tarried in hospital after an
appendectomy (three days for pa­
tients under 50).

At Aetna's health care manage­
ment center in Santa Ana. Califor­
nia. 35 nurses control the health
affairs of 200,000 employees at 500

different companies. In a sleek glass office
tower. just a few snarled miles down the
freeway from Disneyland. the room hums
with the sound of female voices and clicking
computer keyboards. On a recent spring
morning, a patient calls seeking authoriza­
tion for a septoplasty, a surgical procedure
that relieves breathing difficulties by
straightening out the cartilage in the nose.

Nurse C. Ann Greene brings up a proto­
col of questions on her Macintosh and
poses them to the caller. What are his

"...~~~ ;.~ .... "~..?~.: ~ ;"
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many employers. Union Carbide discovered
~ three years ago that of the 14 employees and
i dependents whose annual medical bills
! topped $100.000 each. six were adolescents

with drug and alcohol problems. Now all
Carbide patients needing such care are as­
signed a case manager, who requires thera­
pists to submit specific treatment plans for
approval. Carbide figures the new approach
saved $1.4 million last year.

symptoms and how long has he had them?
What kind of medication has he tried? Is
his breathing worse at different times of
the year or around dogs and cats? Is he do­
ing this to improve his appearance? Satis­
fied that the man isn't secretly angling for
a nose job and that he has pursued alterna­
tive remedies. the computer program certi­
fies the surgery.

More than 75% of American companies
now require employees to go through some
form of utilization review. The approach has
its shortcomings. Physicians. who intensely
dislike being telephonically second-guessed
by nurses. complain that the reviewers'
training is sometimes spotty. Dr. James
Todd. executive vice president of the Ameri­
can Medical Association. argues that doc­
tors can. and should. police
themselves: "Utilization review
is a very poor substitute for
peer review. When economists
and statisticians are involved.
they don't have the best inter­
ests of the patient in mind."

Even so. companies desper­
ate to control costs are already
moving beyond utilization re­
view to another concept-case
management. This technique is
usually reserved for patient en­
counters of the megabucks
kind-organ transplants, termi­
nal cancer. mental illness. and
substance abuse. When Steve
McMenamin. a Southern Cali­
fornia Edison information sys­
tems manager. suffered nearly
fatal congestive heart failure in

56 FORTUNE JULy 1.1991

January, his employer micromanaged his
entire case. Edison's medical department
picked Cedars-Sinai Medical Center in Los
Angeles as the place to have a heart trans­
plant and negotiated a below-market, all-in­
clusive price. Now an Edison utilization
nurse is acting as McMenamin's case man­
ager, guiding him through a rehabilitation
program. Says McMenamin. 35. who recent­
ly returned to work part time: "I feel very.
very good about this. I was placed with the
people best able to save me."

By adopting techniques like case man­
agement. companies and insurers are med­
dling in the health affairs of employees to a
degree that would have been unthinkable a
few years ago. Take substance-abuse treat­
ment, a breathtakingly expensive outlay for

SPECIAL REPORT

CRITICS CHARGE that managed­
care networks. in their zeal to po­
lice doctors. run the risk of
creating a private-sector health

care bureaucracy of inestimable complexity.
Physicians in Los Angeles. Chicago, Hous­
ton. and St. Louis already sign on with as
many as ten managed-care organizations.
each with its own guidelines and utilization
review procedures. A recent survey of doc­
tors by Medical Economics magazine turned
up a multitude of complaints about man­
aged care: internists compelled to refer pa­
tients to specialists they did not know.
utilization nurses who denied hospital care
to people who were critically ill, and moun­
tains of paperwork.

But managed care can be effective with­
out being overbearing. as the top HMOs
have already demonstrated. Networks
seem to work best when they look on doc­
tors as partners. not as potential mis­
creants needing interdiction. Dr. Kathy
Maupin. a 51. Louis area obstetrician. par­
ticipates in four networks. including
Southwestern BeU's CustomCare. and has
been actively helping Prudential develop
guidelines for gynecological surgery. Says

t she: "Managed care is fine.
i Physicians actually participate
~ in the management. The alter­
! native is socialized medicine.
! Big Brother in Washington

teUing us what to do."
One valid complaint often

levied against managed-care
networks is that they offer
merely a localized fix to a prob­
lem tbat requires a national so­
lution. That's true. but until
utopia arrives. corporate exec­
utives have to survive in the
real world, one in which health
care costs have a way of gravi­
tating to private consumers
with the biggest wallets. Man­
aged care gives companies
some control over how hard
they get pinched. II



HEALTH

STRONG MEDICINE
FOR HEALTH COSTS
Companies feeling blue-or in the red-over feverish employee medical expenses have found
some relief. Just take an HMO and add a twist. • by Edmund Faltermayer

W
HAT ARE NOW EQUAL to
half of all pretax profits and ris­
ing fost1 Answer: company
health benefits. No wonder

managers are desperate. And nil wonder
many of them are marveling at a plan adopt­
ed oyone big outfit to cut the costs after its
own bill spurted 39% in 1987.

Al1icd-Signal, the aerospace and automo­
tive parts maker in Morristown, New Jcrsey,
madc an inoovativc deal with eigna, the
Philadelphia insurer. Cigna took over lhe
heallh care of all Allied's non-union em­
ployee... and guaranteed to hold cost in­
creases to single digiL~ Result: Cigna, which
ran a nail-biting risk. is making good money
on the deal. More important, tolal health
costs for employees in Allied's new rlan
mse last year by a mere 4%.

What Cigna did was simplyadd a new twist
to the old health maintenance organization.
Ordinary HMOs, desigm:d to hold down
costs, charge fixcd annual fees for each mem­
ber. Patients can see their HMO's doctors­
1I00 only them-at no cost or for minimal
extm fees. But in Cigna's system, known as
the open HMO, or point-of-scrvice system,
patients are also free to g(l (}UL~jde the HMO
whenever they nced carc. In that case, the
plan still pays, but only 80 cents on the dullar
and only after the year's expenses exceed a
fairly stiff deductible. This feature attracts
those who might otherwise reject being
locked into a limited network of doctors and
hospitals. Yet once in the plan, employees
rarely use the option to stray outside.

When participants stick with the HMO,
they starl by seeing one of its "primary-care
physicians," lhe: present-day counterparts of
the traditional family doctor. Their mission:
to treat as much as possible and to act as
gatekeepers, barringexccssive tests, visits to
specialists, and hospitalizations at up to
S2,o<Kl a da)' This, of course. can substan­
tially reduce l:osls.
REPORTIiR ASSOC1~A-:TE"""'"";:;R:-n.f-./j~It-:d7.KJ""~m""·-::B-er,7""in---
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The npen HMO has elICited so many
companies that last November their benefits
managers all but broke down the doors to
an unpublicized two-day meeting in New
York City organized by Allied-Signal to
share ils experience. On hand was Dr. Paul
M. Ellwood Jr., a longtime reformer of the
system who heads a Minneapolis medical­
research organization called InterStudy.
Says Ellwood: "Two-thirds of these COOlpa­

nies will be doing the same kind of thing in
three years." Employers offering plans like
Allied·Signal's, or well along in prepara­
tions, include May ~partment Stores, Mar­
riott, Intel, and Sears.

A few yean ago Southwestern Bell's
health costs per employee were rising as
much as 20% annuall)t Then the company
offered everyone, except those in rural areas
ond small town!'>, It point-of-service plan run
by Prudential. Last year the increa.o;e was
considerably less than 10%. For employt:cs
using Procter & Gamble's similar plan set up
by Metropolitan Ufe, the annual increase
ha... p1unged from 15% to a bitrTKX'C than 6%.
Says Lawrence B. Leisure, head of group
benefits at the Towers Perrin CUlsulling
firm: "The train is coming down the track in
the direction of point of service."

If so, the HMO movement may get a new
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HEALTH.

• PREFERRED PROVIDER ORGANIZA.
TIONS. Need a coronary bypass? A network
called Capp Care can get it for you whole:·
salc-S26,600. 'o'S. a more I)'pical $50,500.

('()nlinued

With that kind of information, the medical
systenl will be able to heal more c:fficienlly
and !lafely than now.

Yc:t there's no denying that the more
closely health costs are managed by insurers
or health networks., the lower the premiums
nnd the slower the innation. Prc~iscly why
comes clear from comparing managed
care's three basic forms.

• UTII.WQ1ON REVIEW. Only a decade
ago nearly all group health insurance pro­
vided simple "indemnity" reimbursement:
Insurers unquClitioningly paid any bill that
was not fraudulent. More and more t1k.'Y
Walch what doctors do in the hope of induc­
ing them to save where Ihey can. In the early
Eightie~ company health plans began re­
quiring prior approval of hospital admis-

~ sions, except for emergencies. But rncdical! care is like a balloon: Squeezc it here and it
~ bulges there. As hospital Slays declined, out·

patient treatment surgcd. So like cops with
radar to catch speeders, insurers and others
cranked ever fancier software into their
computerized claims-processing systems 10
catch overtreating and overbilling.

The M.Tuliny at Metropolitan Lilc's na­
tional claims analysis ccnter in Westport,
Coonecticut, has a touch of the Orwellian.
Computers crunch hospital data to spotlight
inefficient institutions. Outpatient bills are
screened for scrvicc$ be\'ond what the diag·
nosis calls lor, and lor "u~bundling"-boosl'
ing the tab by charging separately lorserviccs
that nonnallyarc billed together. Ju~t one cx­
ampk: The computers kicked out a claim for
a follow-up vi~it by a patient with hyperten­
sive heart dil>eac;e. The bill ought to have
been about $60. but unnecessary tests and
unbundling ran it to $615. The bill was
bounced back to both doctor and patient.

Even a small percentage reduction in
huge compuny health costs can send mega­
bucks to the bottom line. Dr. ArnoW Mil­
stein of the Mercer Meidinger Hansen
benefits consulting firm i.., in charge of eval­
uating some 200 utilization review pro­
grdms, which he calls "pen;uasion mOl·
chinc$" for influcrring physician behavior.
The best programs chop 59(, to 8% from a
company's health costs. he says. Alas, Ihese
are one-time sa"ings. Thereafter, 1I company
is back on its old inflationary curve, though
atll lower base.

"indemnity" system (see table). But what jf
the impressive savings from point of scn.icc
lum out to be just another pause before Ihe
trip on the double-digit escalator resumes?

A
MONG OOCIDRS, doubters arc
easy to flUd. "It's foolish to expect

. to control heallh care costs thnlUgh
competition," declares Dr. Arnold

S. ReIman, editor of the N~K' £nglDmJ Jour­
nalofMcdidne. The problem, he says, is that
the suppliers of health servicc~-doctors­

are uniquely able to inl1uence demand. The
best way to get a grip on costs, Reiman ar­
gues, is to develop improved "outcomes"
data Ihal tell which operations and tests
work best and which an: wa.~tcfuJ or risky.

than their share of retirees drawing medical
benefits, began clamoring for a government
takeover. But this amounts to abandoning
hope that competition will ever rein in
health costs, and invites the price controls­
and possibly mtioning-that a government
program would bring. Medicare, the fcdcml
program for the elderly whose costs ha\'C

rocketed in the past decade, has already im­
posed price controls. "If anything is going
to S8\'C us from national health insuTatX:e,"
says Cr.lig Campbell, chief of benefits plan­
ning at Southwc!ltern Bell, "it will be a form
of managed care."

The term refers to the array of systems for
financing the health costs of employees
without giving them carte blanche 10 spend
what they like, as under the still-widespread

break even. Its HMOs lost S139 million after
taxes in 1988, O'Brien savs, but olliv S35 mil­
lion last year. He promises a proIitin 1990.
Cigml has just llgrr.cd to pay sn7 million for
Equic.or, a joint venlure ofEquitahle Life and
Hospital Corp. of America. By adding £qui­
cor's 4S11,OlXJ HMO membeni to ils own 1.5
million sub!;cribers.. Cigna will widen its lead
over Prudential a'\ No. 1 among commercial
insurers. Also betting heavily are Aetna and
Uncaln National.

With so many companies selling the new
plans-and good numhers coming from AI­
(ied-Signal and others-it seems premature
to call for national hcallh insurance. A year
ago many corporate chiefs, particularly
heads of smokc:;tack companies with more

oorst of speed. Mcm~hip tripled to 32.5
million in the 71/2 years through mid-I989.
But according to IntcrStudy, traditional
HMOs grew only 1.7% in la!>1 year'~ fir..1
half, while membership in the open variety
leaped 14%, to 700.000. Independent HMO
companiCl>-those not owned by in:mrers­
are just now designing or testing open-end­
ed versions. But Prudential and Cigna are
on a tear.

In ten years. predicts G. Robert O'Brien,
head of Cigna's employee benefits business,
more than half of all U.S. workers in compa­
ny health plans will be in HMOs. up from
about one-fifth today. Most of the growth,
he says, will be in open-ended plans.

Cigna has been aggressively investing in
new HMOs, which tala: about four years to
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MANAGED MEDICAL PLANS SAVE MONEY . • •

Cigna'. spec:truIn of health plan. (table) shows that as lNIn.lgerial control tigtltens, COlits and the
anticipated Intbtion rate shrink lmpressl¥l!ly.ln 1981, Hide from a slNIn number in staff, P'OUP, and
other HMOtl, all U.S. worbn were In IInI'II8Mged "'Indemnity" hNIth pi.ln; todayf_ than ~If .-e.

ccs arc not ohlig.:d to usc the pro. Uut to
cneourage th,'m to do so, companies pay
90',:;, or evcn W()';~;, or the bill instead 01 the
usual ROC'; and will even waive deductibles.
But there's rarely <J gatekeeper-doctor. And
neitha doctors nor hospitals are ":.JI risk" as
in HMOs. whICh stand to lose if the annual
cost 01 treatment exceeds their suhscriptioll
income. In short, PPOs offer indemnIty
hC:.dthcare In carload lots. Howcver, the
package nftt:n indud.:s utilization n:vi.:v,· a"
wdl as the screening of doctors and hospi­
l:.Jls lor quality.

A year ag.o BP Amnica (with thc help
of the Coopers &: Lybr..lnd aC'-"llunting.
firm) launched a PPO comprising onl\" hos­
pitals, not doctors, for non-unionized
worb:rs. Hospit:.J1 costs for these cmploy­
ee,\ stayctl nat. Down lhe road, BP loob
fur annual es,:alatinns of :'i% 10 1OC::(,_
Soulilern Cilifornia Edison has figures Lll­
most as g()()d. So does BcllSouth, which
r~lt together a hospital-only Pro with the
help of Ulue Cross; next year the company
plans 10 hring in dOCIONi.

Trouble is. inflation can return with a ven­
g.cance. In 191:\4. norida's Dade County
School Board offered its wachcrs a 1'1'0 pian
run by l\'1crropoJitaD Lik. Until 19~H, says
asslst"rll superintendent Susan \VeinL:I", e\'-

• HMO
Staff

Blul' Cmss associatiuns. insun:rs, aDO medi­
cal groups an:: lining up thL:SC di~countL:r~

From practically nothing scveral Vl:ars ago,
total PPO member~hip Ius gmwr. 10 about
one-sixth of those coven;d by ,:olllp..my
health plans. pros are growing at the ex­
pcnsc or indt:mnity plans. Employers vi,,\\"
them as " cost-saving compromIse for work­
ers who resist joining an HMO.

In fact, there's no mcui<:aJ l:ntcrprisc to
join. Some rPOs are nothing more.' than bro­
kcrcd llrrangcmcnts. which tmy staffs can
supervise because insurers OJ mcdlcal
groups bandle all the rapCf\\ ork. EmriD)-

Based in Fountain Valley, California, Carp
Can:: is one of dozens of preferred-provider
organizations (PPOs) that spmllg up in the
mid-Eighties when employers and federal
medical programs found groups of hospitals
and doctONi willing to cut prices in return
for an assured volume of puticnts. Think of
PPOs as the medical equivalent of discount
clubs whose members cart ofIbargain wllsh­
ing machines, except thal the employer pays
the dues and pockets most of the savings.

The number of people eligihle to use
Capp Care's services leaped last year from
1.1 million to 1.5 million. Mon:: and more

.. . AND ARE WINNING MARKET SHARE

• Nationwide ovecoge family premium paid to irl$urer, irldudir'lg any portion po,d by employee.
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Ripafh stepIt"LIfe.. Connectic:utcllinlHnMpiIcenter, where
CClIIIPUlers _.,.ddecI dodorI' b1h... theone on the ICI'een.

erything seemed uwonderful." But despite
utilization review, she says, costs began to
zoom: "We saw the doctors in the county
making up in repeat visits what they wcre
losing in discounts."ln place of the PPO, the
school board now offcl'll a point-of-service
plan built around Met Lifc's HMOs.

• HMOs. On the spectrum of managcd
care, this is where employers start to get a
finn grip on costs. Most primary-care doc­
tors in HMOs are on salary or receive a flat
amount based on the number of patients
who have chosen them. They may get a bo­
nus if the plan has a good year financially.
So they have nothing to gain by running up
your bill. For HMO members there's no big
bill anyway-at most a modest
"co-payment" of S10 per office vis­
it, to deter those who would hog
the doctor's time.

1be new point-of-service feature
adds some luster to traditional
HMOs. In 1987 and 1988 thcywere
tarnished by the same trends that
drove up health costs in genentl.
The government clamped down on
Medicare and Medicaid spending,
and hospitals and doctors made up
for lost income by raising fees for
people in private health plans. The
AIDS cpidemic and new feats such
as liver transplant'i costing as much
as $250,000 swclled cxpcnses.
Many HMOs wound up in the red,
and Maxicarc, one of the biggest,
filed for bankruptcy in March 1989.
To stanch losses, some of the plans
boosted premiums as much as 20%.

Quite a few employers are disil­
lusioned. A Towers Perrin survey
shows that only 51 % of them be­
lieve that HMOs provide better value for the
money than other health plans. Many bene­
fits executives have a strong huneh that
HMOs siphon off the young and healthy who
require little care, thus forcing premiums
higher in indemnity plans that attract sick
people who already have close ties with doc­
tors outside the network.

Most HMOs don't deserve the bad repu­
tation. William Boyles, editor of the Heahh
M~rket SlI1Vt')' newsletter in Washington,
D.C.. rates about two-thirds of the country's
600 HMOs as satisfactory or quite good. He
says about one-thinJ-generdlly with small
memberships-are "schlock operations"
that have indeed tried to skim off the good
rislcs. But the leveling of total HMO enroll­
ment maoJi:s a profound shakeout. The

wellker outfits have bct:ll Culding or merging
into litronger ones.

11le most efficient HMOs are usually the
"group" or "staff" type, in which salaried
physicians work liOlely for the organization
at it'! own medical centcrs. Some are so suc­
cessful they have been in no hurry to offer
the new opt-out fcaturc that Allied·Signal
finds so attractive. Examples: Kaiser
Pcnnancnte, the California-based king of
HMOs, whose membership jumped Ia.'it
year by a record 600,000, to a total 6.2 mil­
lion, and the flourishing Harvard Commu­
nity Health Plan, with 400.000 members and
an 8%-Il-ycar growth rate. Harvard is con­
sidering a point-of-service option but has no
plans to become a national HMO. Says Pres-

ident Thomas O. Pyle: "The economics of
scale derive from increasing your mil.Tket
share within a region."

HMOs save money in myriad ways, and it
all starts with the gatekeeper-doctor. Both­
ered by chest pains? Heart disease is only
one of a dozen possible reasons. Short of
serious symptoms, the plan's family physi­
cian must rule out the other possibilities
before sending you to a cardiologist. If you
went directly to one, as allowed in an in­
demnity plan. he too might rule out heart
trouble-but he might also go ahead with
expensive tests.

Sensitive to talk that they skimp on care,
HMOs survey their members to catch any
dissatisfaction. This has been honed to 1I

high art at U.S. Healthcare in Blue Bell,

Penmiylvania, a type oC HMO caned an in­
dependent practice association (TPA) he­
cause its docton al50 !iCe other patients.
"U.S. Hcalthcare tell,; u~ what the patients
think of us," ~ays Dr. David J. Badolato, a

. family physician in the network. Doctors
who don't maintain a variety of standards
arc dropped.

HMOs' biggest economics arc in hospital­
ization, where they continue to chip away.
For people under 65 in Cigna's staff HMO in
Phoenix. the hospitalization rate is just about
the lowest anywhere: 270 days a year per
1.000 members. barely half the average at in­
demnity plans. Most mothers get a night's
sleep after childbirth and finish resting up
with baby at home. Following surgery, many

patients are discharged to a less ex­i pensive recovery center or are sup­
plied at home with intravenous

~ antibiotics, oxygen, and a nurse.
Patients in HMOs are less likely

to go under the knife. UFor every
ten tonsillectomies done on the
outside, we do one," says Dr. Paul
Lairson of Kaiser Permllnente.
Kaiser also performs fewer hyster.
eetomies, he says. In the Los An­
geles area, where 30% of women
with private insurance have their
hahic.'i hy C'.ac:sarean set:tion. Kai­
ser has reduced the ratio to 16%.

Other savings turn up, big and
small. Don't expect a chest X-ray
unless there's a good reason; it
won't catch lung cancer early, Kai­
ser says. Members of U.S. Health­
care are only half as likely to wind
up in a psychiatric hospital; the
HMO favors outpatient care for
mental illness and substan:e abuse.
It also deters excessive medical

tests by paying outside laboratories and radi­
ologists a ftat annual fee. But like other
HMOs, this one covers preventive care that
indemnity plans don't. Beyond an appropri­
ate age, free tests for colorectal cancer and
mammograms are aggressively encouraged.

T
wo OBSTACLES have barred
HMOs from becoming the main­
stream of medicine. There's that
persistent suspicion that they get

more than their share of the young and
healthy. Such talk stt:ams Glenn Hdbarth,
vice president of the Harvard Community
Health Plan. Membership there is slightly
younger, he allows, but it includes lots of
women in the eX(lCnsive childhearing years.
To counter the creaming argument, HMOs
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have begun to offer dismunts to employerl\
whose work forceli arc significantly younger
or cost the plan less money.

1l1c new point-of-serviee plans are aimed
squarely at the other objection. that HMOs
fun:c you to stick to a list of participating
doctors and hospitals. The marketing ap­
proach could not be simpler: Lun: 'em in by
allowing 'em out. The scenario at Prudential,
S8)'li seniorvice president Samuel Havens, "is
that all time goes on, a larger and larger per­
centage ofpatientswill use the network. And
if the trend gocs far enough, then: will be no
more out-of-network services."

To keep employees in the network for Al·
lied-Signal's plan, Cigna tried to enlist many
doctors who were already seeing Allied em­
ployees. It had the most trouble in New Jer­
sey, a stronghold of indemnity health insur­
ance. Recruiting was rar easier in Phoenix,
where Allied has a large aircraft jet engine
plant and group health plans have a big fol­
lowing. Cigna) network has grown rapidly
to accommodate Allied employees, who in­
clude most union members. Dr. Glen Stock­
ton, an internist and family practitioner,
joined it after some of them requcsted him.
He prefers the HMO to the hassles of utili­
zation review, where "you can get a long­
dislance call from !\Ome faceless person
wanting to know why you admitted some­
body to a hospital."

And how is the new plan going down with
Allied-Signal employees in the area'! A
liampler of comments runs the gamut. One
woman is "very pleased" with her HMO
family physician, and a man whose son
needed knee surgery says things worked out
"wonderfully welt" But when another's son
had a sports injury, the father had to "call
Cigna every day" for permission to see a
specialist. Getting past the primary-care
doctor to the allergist or dermalologist C-dn
be difficult, a couple of other workers com·
plain. Despilc the problems, the system is
working. An impressive 83% of the cligible
employees' health care dollars are being
spent within the network. At Southwestern
Bell the figure is 80% and rising.

C
AMPBELL of Southwestern Bell
gives this advi<..'e to companies con·
sidering a poinl-of-scrvice plan:
Makt: sure all the stakeholders­

employees, doctors, and hospitals-accept
the change and make clear that the compa­
ny is going to "stay the course." Winning
over the employees is the challenge today. A
few yearli from now it could be finding
enough gatekeepers. Fewer students in

medical schools are seeking careers in pri­
mary care these days. A new Medicare pay­
ment plan for doctors-which raises fees for
family physicians and cuts them for some
specialists-may reverse this trend, but n0­

body is sure yet.
Another worry: n:Jalpractice suits. In a

Michigan case settled out ofcourt, a woman
with cervical cancer tried to collect from an
HMO whose gatekeeper-doctor refused to
allow a Pap smear. Except for a few compa­
nies that take care ofsome employees at their
own medical clinics-Gillette, Goodyear­
employers contract out all their health care
to an insurer or HMO. Until now, that has
kept their deep pockets beyond the reach of
malpractice suits. But if the company adoptli
a health plan wilh a powerful new induce·
ment to go lhrough a gatekeeper, could it be
found Iiablt: ifsornething went wrong? Com-

UFor every ten tonsillecto­
mies done on the outside,
we do one," says Lair-
son of Kaiser. In Los Ange­
les, Kaiser has halved the
ratio of Caesarean births.

panics like Allied-Signal believe they have
skirted the danger by relying on the HMO to
screen doctors and by allowing employees
free choice outside the plan.

The long-term answer, both to malprac­
tice suits and wrestling down wstl;, is to
lake the guesswork oul of medical carc. Ell­
wood of InterStudy says that new data pin­
poinling the most effective treatments for lR
major ailments could begin to alter patterns
of care within two years. The pos!.ibilities
excite Kennett Simmons, ehief executive of
United HealthCare, a hig Minneapolis
HMO company: "What we have that we nev­
er had before is massive amounts of infor­
mation in computer systems and the com­
puter power to get it out and use it"

That is especially welcome news as the re­
sull" of plans like Allied-Signal's draw more
companies and employees to HMOs-be­
cause they, more than any other providers of
health care, have the incentives to use new
datil to bring costs down. Among U.S. com·
panies overall, the killer expense is still defi­
nitely at large. But there's· reason to hope
that some arc at last closing in on it. II
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Is There a Cure for Rising
Health Care Costs?

ClIrhln:.: tht' ~·l."'t Ill' ht'~llth

m'lIr.m~·\.' h;,,,, hl:'~'llmt' ~I tm"'·
tr;llmg ,.,h QlI~ntLim It'~lps in

mt'dl,,·~tl in",ur;ln(t' prt'miums h:I\'e
promplt'J \.'l>lnp;lOit's to ~dopt a \':ui­
ety of n),;!-(:ont~linmt'nt mt'asurt's,
with Ilttlt' ';lI"·"·t'ss. Accordin~ to
'>;ohlt' Lo\\'ndt's. an international t'm­
r1oyl:'t' I'lt'nt.'fits ,,'onslIlting finn. com­
p:tnit's nm\' P;I\' mort' than 53.000
t'ach yt':lr per t'mployet' tor medical
in~uran(t', up from :;-10 in 1980, Put
:Inolht'r \\';Iy, tht'st' (osts havt'
iumpt'J from ... 9 pt'rt't'nt of (:omp:my
p~lyrolls to 13.6 J1t'rct'nt.

Some ohsef\'t'rs hdie\'e ttut a\'ai!·
ahlt' cost.sa\'ing measures simply
can't m:ltch t'xploding costs for medi­
("al tre:ltmt'nt. Tht' population is
r.lJ1idly :lging, whilt' infant monality
r.ltt's are droppm.q. Meanwhile. mal­
pl".,K'tice suits have t'ncouraged .pro­
tt'cth'e medicine. - prompting 'tI:ider
use of specialists and high-cost tech­
nolo~y, ..\no of tht' 5<i2 billion cut in
~[edi,,':lre funding Congrt'ss t'n:lcted
bst yt'ar. 5,~2 hill ion v,'iIl come from
rt'duct'd p:.lyments to providers. who

I will probabiy try to recoup theIr loss­
t'.s on the hacks of corpor:lle he:llth
pbns.

Others S:.l\' t'mployers have been
slo\\' 10 ~dopt cost controls. If com­
p:lnit's ha\'e ht'sJ[~ted. It is partly
!''It'CJUSt' m:lny cost-containment tech­
niqut's :Ire tOO ne\,\' to h:ln~ produced
ddtniti\'e rt''''lIlts. Increasingly, it
seems. (:heckln~ corporate health
costs requlrt'''' ;I vant'ry of approach.
t' .... ~(l 1';11'. ;1,,'11\ t' he:llth C:lre m:ma~e­

mt'nt 't'ems tht' most promIsing,

Shllring costs with employees
~Ianv :.tnalysrs believe that health

c:m~ costs h:lve !Zone out of control
hec:lust' third partl~s bear most of the
brunt r.lther th:m the patients them­
sdves.

Thus. e:lrh' dfofts at health-cost
conr:lmment shirted a !Zre:.lter share of
health COSt expenses to employees.
Ben',et'n 1982 ~lnd 1988, :lnnual
~mployet' contributions to he:J.lth

31

insur:mct' premiums ~rt'w tour tnnes
as LIst ~I.'; thost' of employers. at:(:oru·
in~ (0 the L'.S, Bure:.lu of Lahor
Statistit:s. By II.)HH. -I; percent of
employt'es in lar~e and midsized
companies Wt'rt' contrihuting to their
pr~mium cost. up from 29 perct'nt in
19HO. ;'till. nearly half of all firms
r~quire no contrihutions from sin!lle
t'mployt't's, [n :lddition. employers
continut' to P:.lY more than m'o-thirdc;
of total premiums for plans that
requirt' t'mployt'e contributions.

Active health-care

management may

represent the best

chance to date for

remmg In runaway

medical expenses.

reports He\'\'in ,b"ssoci:ltes. a n:ltional
employee benefits consulting firm,

Some employers h:lve curbed pre­
mium costs by using health plans
v,'ith hi!"oer deduCtibles. Deductibles
of 5100 or S200 are most common for
indiVidual employee plans, according
to Hev,'ltt. representing 29 percent
:lnd 23 percent of all such plans.
respectively. A S300 deductible is
most common among family plans.
There is some eVidence that larger
deductibles produce the deSired
results. Rand Corp. has found that
employees \'\'lth a S100 deductible
used theIr health plans 19 percent
less than employees with no
deductible, :lnd those with a 5500
deductible used their plans 27 per­
cent less, Still. cost-shann~ has not
yet re:lched .the point :It v..hich peo­
ple c:J.refully ~\'elgh the benefits of

ht'alth ~~re a~ainst its (,'Ost. a...~'nr(,lin.L:
to :\ rect'nt report from the He~lth

lnsur:mc:e AssO<.:iatlon of Amem':I,

Curbing health care needs
;\leanwhile. ~mployers ~nd ht'~ilth i

insurers. seeing pott'ntial cost sa\'lngs
in preventative care. are placing nt'w
emphasis on \,\,t'liness and t'mployl:'t'
assistance pro.'ll".lms.

Many t'mployers now sponsor at
le:lst one well ness pro~r:1m. :'>los(
dfecrive. they say. art' screenings for
hypeltension and cholesterol. on-",iLe
exercise plans. and stop-smoking pro­
grams. These efforts are thou~ht to
reduce absenteeism and incrt'ase pro­
duCti\'ity. as well :lS clip h~alth care
costs. Still, only one-qu:llter of CEOs
SUf\'eved bv national bt'nefits consul­
tants' W'ilIi~m ~1. ~1ercer Inc. h:l"e i
actually found preventive pro~r.lms to 1

be cost-effective. Other studies sug- 'I

gest the programs are used mostly hy 1

employees v,'ho are alre:ldy he:llth :
conscious. The real ch:Jllengt' may bt'
to broaden palticipation.

Employee assist:lnce programs
(EAP s) treat substance abust' and
problems of mental he:llth, These
programs ffi:ly be more cost-effectIve
than the wellness programs, By somt'
estimates busmesses recover 53 to :5 5
for every S1 they spend on EAPs.

As v,'ith ffi:lny other he:llth p1:ln ini­
tiatives. it's too early to iud!Ze
whether EAPs and weliness programs
will help comain health-ciaims costs,
-You have to look at what you could
save over the ne:a ~'O decades, - says
Edward MagUire. senior vice presI­
dent of group operations at Sapers &:
Wallack. a Cambridge. Massachusetts­
based 'insurance brokerage. -If a
company screening program catches
one case of high blood pressure. and
thereby prevents an employee s
stroke. the program h:ls paid for
itself:

MagUire and others sa\' compantes
interested in employee asslstanct'
progr:lms should look for tOsurance
carners with special expertlst' in thiS
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:In open-t'nded H\IO, J POS plan
allows an employee to use any ph\'SI­
Clan or hospital. but COI;~rs :l lar~t'r

share of costs for tre:ltment dt::ll\'ereO
by tne plan's o""n prOVIder nem'ork,
This l1exibiliry often makes It t'asier I
for a company to ofier a POS plan a:. I
its only health care option, ~lJny ob- .,
servers expect these plans to ~rov-' i

faster than other altem:lli\'e-de!i\'ery
svstems lsee graph, above l.

~10st employers ;ust mo\'I0~ IOtO
managed care choose point-of-service
plans because they offer the ~st bal­
ance of cost containment and I
pro\'ider choice. S:lVS Rohert:
Chemov-', vice preSIdent 01 man:l~ed ,
care group ser\'ices at :'>Ietropolil:tn I

Life, "On the cost.containmc:'nt i

conunuum, the\' f:lll 10 the mHJdk uf
managed care plans,- he says, ;
:\ccordin~ to ~let Lifes c:'xperi~ncc:', ,
POS plans art' holdtn!" :.J\'~r.!~e JnOlI'

olhC'r ..tudlC''' h.l\ t: ;~n ie.... l dlkll.·
,," c:'

The:- 111"1 'tlIdlt"~ of PPO· Jrpc:';Jr
moTe:' nm"I"Ie:-nl. '\e:-.lrh' thrC'e·qu~tr·

i ler.; of c:'lllplo\ er.. In :1 Ht.'\\'ltr ,tully
r~ponc:'ll 1'1'0.. hdpc:d llllltl lll~di ...':l1

I pl:ln l'O.. t.;, In :ldunion, HI.~,~ 1);L~

founu th:1l ()\e.-r:lll r;llt' incre:•• "t:.. II I:'rt'
t\\'O pl..'r\.'l:'nt~I!-!e: pllll1t .. Ill\\ I:'r for
PI'O~ dunn~ rhe:' ~.tme:' til ()o\ 1..':11" ['1:'1'1­

oJ thJn the: hikt' .. I'm unm;\n:l\.ll:'d
1'1:10',

1990\9B91988

Typically, H.~10s and PPOs are
offered as allernatives to tr.lditJon:1I
plans, '.:C:::Irly h:Ilf of the nation's
;,000 la~est employers rt'cemJy sur·
veyed by .\1ercer said they use finan­
cial IOcenuves to get their employees
to use a managed care prolZram:
another 23 pt'rcent saId they ""ill
probably do so I!l the future, Of the
compames that use incentives, about
"to percent report they :Ire workin~,

Emplovee panicipatlon 10 H~10s

varies Widely among companies, ac­
cordlOg to He""itt, But 39 pt'rcent of
employers reported increased partici­
p:H1on bet""een 1988 and 1989,
Berween 198':" and 1989, according to

the Health Insurance :~ssociation of
ArnenC"ol (HlA~l. pc:'r capIta premiums
for group sufi Hr-IOs grev-' at a rolte
that ""as four percenuge points lower
th:m the rolte of premium gro\\1h for
unm:ma):(ed tndemnlt\' plans, But

\982

Many observers expact managed care progrems. particularly point·of-nrvicl plans. to represent
an increasing sharI of employee health-care plans,

are.! ":-UnlC- t'nlpln\ t'r .. ,huo..C' ,I ..t'p­
ar.ue ":Jmt.'r lOr "lI'~ ..t_tn~t: .tbll"C' Jno
nle.-ntal he~llth tft':ltlll~r:[ \.'oun..e:-hnt.! or
['c:'c:'l thl~ .lrc:'~l oIl for "\.'r,tr.ll\.' lItdIZ.I­
/Ion re'I It'\\ ," \l.u:ulrt: n. lIt"'

Altemative methods of delivery
Tht: 't:.lr~h lor lel\\ e:'r ~'(l .. t... h;t ..

"r~I\\nC'J .1 \ ;lrle:-ty 01 ~lhl:rnJII\C'

<.!C'lrlC'I"\' .. ~ "ll:m.. huilt on tht" J11~IO'

~I,l.!C'd·"';Jrt' l'on ..'C'pt. \"'hilt' tnn .. t
e:'mplm't'C''' :Irt' ,till \.'m t'rt'd hy fl:t'-

Tightening the fules for· ..t'I"\'I\.'t' t IOdC'mnit\'1 p!:tn .. , more
\lost I:Xpt'rt .. hehC'\t' \.'o,t."h:mng th:ln -I) per"'t'nl 01 e:'mp~oyt'r .. now

:Ind preH'ntilln program .. de.ll with offC'r:\ ht':llth 1ll:11ntt'n:lOl't' or;.:anlz:l·
only p:m of thC' ht::llth \'O..t l'hallC'nge, lion c H\IO I. 111 whidl ll1t'(,ltl'al trt'~u­

\Iore Important. tht'y say, IS \yht'n ll1t'nt i.. prt'p'lid anu Jdl\ereu hy the
~IOU ho"" somt'one rt'l'ei\t~~ me:'dical H\IO prOVider ()r~:.miz:Jti()n, About 30
care, pt'rct'nt 01 emplnyt'rs ust' ~I prdt'ITt'd

Rt'c:t'ntly, employt'rs have:' ht'e:'n provide:'r urg:lOization (PPO I, which Point of service plans: the panacea?
more a~~re:'ssj\'e:- in e.-\,.tlu:ltin~ the.- supplit's llle.-dil':t1 trt'atllle:-nt throll,~h a The:- ne:-\\'t'st kid,.. on tile.- ~lltC'm~1t1\ C'­
net'd lor trt'atment, \"e:'arl~' t\\'O-thlros dcosign:ue.-u nC'f\\'ork of physICians ;mu ut'Ii\'l~'r~' hlod; ~lre point 01 "C'I"\Il'e.-
01 corpor.ltC' hc:'alrh p!:Ins rtc'qlllrt', or ho,pit:lls ;l[ dis"·Ollnll:'U rJ tc:''' , (POS) plans, ~omt'tjnlt" dl:'''"'rihed a.. :1
Pro\"idtc' a fin:lOc:ial mCc:'nti\'e:- :-------------------------------------,
for, patic:'nts to ,l!t't a sc:'cnnd : I
opinion hdortc' .. u r~ery, PERCENTAGE OF PRIVATE·PAY POPULATION BY INSURANCE PLAN ! II'

accordin~ to H~Wltt, !
L'nfortun:uely many c:'mployers 4.5% '
ha\'e found that ~ncoura~in~ • HMO : i
the us~ of second opinions • POS : I
doc:'s not nect'ssarily reduce I i
medical claims, • PPO !

,\Iore effective has been uti- • MANAGED I

Iizatjon review, ~Iore than FfS
three·quarters of employt'r
plans nov.' use measures such
as precenification of hospital
stays and direct management
of employee medical tre:lt-
mt'nt, :lOd most of those com­
panlc:'s report sa\'jngs,
Companies can purchase case:'
re\'leW dirc:'ctiy from insul"'.lnce
c:lrners or from a \'ariety of third­
parry \"endors,

To ~om~ extent, utiiiz;ltlOn review
may slmpl~' shift costs: limiting inpa­
tic:'nt hospital sta~'s may Simply
lOcrease outpatient c:'xpenses, But
~enc:'rally, emplovers feel utilization
reVle"" makes phvsiclans, hospitals,
and employees more cost conscIous
and reduces medical claims over
time, Some companies report saVings
of 6 pt'rcent or more,

Among other cost-management
methods, excluding co\'erage for pre­
existing conditIOns is the most preva·
lent. represented In about ~'o-thirds

of company plans, According to
Hewm, plans v-'Ith this limit ha\'e pro­
duced COSt sa\'ln~s of nearlv ~O per­
cent, :\t the same lime. m:lOY plans
ha\'e exp:lnded theIr co\'erage to
inciude lower-cost treatments, such
as home health C:lre :lOd hospices,
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.II lllt:"du:;1! ,o,r Inl:re.t't:"... I. I .It'\l'lIt I:'
pl,."r....nl. lllfl1fl;m:d \\ Itll l~ pt'r,t"n:
fur H:\I0, .lnd 1" pen.em l"r I'PO....
EH:'n thllll:.!h Ihe\ .11111\\ p.trtldJXLlU'"
10 ~ll Olll'llh: tht' nt'I\\ llrk. ClWrnll\\
...1\ '. PO' pl.ln' ,;10 llutpt"rtllnn 1'1'0...
Ill:~';lll't" th\."~ \1'1,." prun;ln·I.';m: pin ,,­
li;ln.. hI ~'lIntJ'llI trt".ltllK·n! \\ 1l11ln Iht"
nt'I\\ , Jrk.m.LInUm;lrk PO~ pbn' h:l\'t" he-t"n

I l'rt".:1tt.'O hy Pruut"nti:d with "rJllth.
! \\ "'''wen Be!! Core. :lnu hy CIG:\A
I~th, AlIit.'d-Silln:11. PruUt.'ntial
I • ,
I bllm:ht'u tht' Cu:-;tomClfe plan tor
I "lllllh\\'t'-:ts:m B.. !l 10 1')1'1-. It use- ..
II nt"t\\'orks of he:llth care pro\'ider.. in
I 13 of the -13 loc:uions that Ill:lkt" up

Prudt.'nu:I!\ nation:ll ht":llth cart' sy'·
tt"Ill, Sourhwt"slern t.'mployt"t"" ~\'ho

Uo;t" tht' nt'twork pay 510 per offict'
visit :lnu ft'Ct:l\'C:: full cO\'t'r.l~t" for :lll
otht.'r l·ostS. with no dt'ductihlt", If the
p:mkip:mts U!it" pro\'iut.'rs outside tht.'
nt"m·ork. they ha\'e a 53;0 dt"ductiblt'
pt"r pt'rson (LIp to 51.0:;0 l. :md ~t't

only 80 perl-ent co\·er.lge for remain­
ing medical t'xpenses. The plan.
which is funded by ~outb't\·:~thrn

llclJ. includes a risk·sharing agree·
ment th:lt requin::5 Prudential to
shoulut'r expenses that exceed a cer·
tain expenditure target. This gi\'es

.,Spt"bp'es,,,,'tP ReI! a better shot at
predicting future he:llth C:lre costs. If
d:llmS are lower than expected.
Prudential ~t'tS a share of the sanngs,

In the three ye:lrs since the pbn
W;lS :ldopted. tht' percentage of
~ollthwestem Bell t"mployees using
CLlslOmCare has continued to grow.
says Cr-.li~ Camohell. the companys
associ:lle director tor benefit plan­
ninlZ. In the pbns fir!'t \'ear. rel::ned
l1e:llth c:.tre costs rose 12 percent.

! compared n'lth an :l\'er.l~e 18 percent
to ~O Pe'r~'t"nt Increase nationn'lde, In
tht" st"cond ye:Jr, cost hikes related to
the plan n'ere ":' percent. 't\'hile
n:.ttion:ll increases a\'t'raged 20 per­
cent to 2-1 perct'nt. Because the plan
CO\'t'rs "nutbn'..",..r~ BAli fetirees. It

has also curoed the company's retire·
ment benefits liabilllles, The pro­
~r:lm's success has brought other
!:.tr~e companies to Prudential. sa \'S

Anne Bossi. vice prt'sident of
Prlldt'nti:ll"~ southn'estern group
~)pt"rations, Comp:lnles using other
Pruuemial POS plans inciude AT&T.
Bell Atl:.tntic. :md ~l:Jrnolt,

erG ,.~ ~ll;lrJm~d ."lllt"d·".gn:11 ;10

:10 n Ll;l! 'IO~ le-d Igtt. II:\eJ r.1It" IIf
Inl:re-:t't' lor tht' hfst thr~ \ t':lr, of .1'

e:\peTlmental PO~ prnllram. \\hidl
end, In \\;trch '\t't\\'ork panll:lpant~

p.IY ll11nllllal dedlKtihle" :IOU small
~'Op;l\·ml,."nt..; tor pl1\'slC~m otfll.'t" \'i""
and presl.:npuons, El11ployt"t's \\'ho Uo
nO! lI't" tht" nt"I\\()rk pay dt"Ullctihle..;
t'411:11 10 1 pt"rl't"nt of 11:1"t' p:1Y for
Indj\·ic.lll:1I l'0\ t"r..lgt' :md :- pt"fl'ent of
hase P:lY to l'()\er tht'lr f.unilies, Tht"~'

rel't'i\t' unly ~o pt"rt'ent 1:0\ t'r:I~t:'­

up to .1 maximum at 1.2 percent of
thdr hast" p:ly-on a mort' limited
Ollmht'r of st'n'jl:t.'s than :lre l'o\'t'rt'd
throll/olh nt"(\\'ork pro\'idt"rs,

Alht"d-:'ll,m.11 had used a \'ariety of
CIG:\A ht.'alth plans for ne:lrly 10
\·t'ars. hut dt'cidt'u to "do somt'thin~

Jr.lstil:" n-rlen It found costs rising 39
percent In 19H-, In th:lt year. the
comp:lny :lnd its employees paid
nearly 5;;:; million for health care.
says Edwin .\1. Halkyard. st'nior \'ice
president of human resources at
AIlied·Si~nal. -If the trends had con­
tinued. our total health C:lre bill could
ha\'e reached 5613 million by 1990:
CIG~A's Health Care Connection is
the health insurance offered to Allied­

,Signal's salaried employees. who pre·
\'iously had used a tOtal of more than
lOa indemnity pl:lns :lnci H~IOs.

Wellness and emplovee assistance
programs are :l\'ailable through :l spe­
cialized CIG:\A nem'ork.

CIG:\A proct'sses the cIJims :lnd
guarantt"es a fixed rate of cost
Incre:lses. but the program is st'lf­
fmanced by .~Haed·Slgnal through a
company sinkmg fund. After 18
months of o pl::r.nion. the per c:lplta
cost for net't\'ork partiCIpants was
52,450: costs under uaditional fee-for·
ser\·.ce plans 't\'ould have been
S3.200..~lied-Slgnal eStlm:lles, :-'lore
than three-quarters of network partiC­
Ipants use the plan almost all of the
time and ha\'e had a much lov,o'er roue
of hospital admiSSions and shoner
hospital stays th:1n employees nation·
wide, .\Iany other large companies
h3ve joined the CIG7'A net't\·ork.
including General Electric. Sears.
Procter &: Gamble. and ~Iartin

~l:lflett:l, :\ont' of these is using
CIG;\;A t:xc!usl\'ely yet. says Robert L.
~lcGoldrick, st"nlor \"Ice preSident of
national accounts :It CIG:\A,

Adynlmic situltion
Inl'rl::;I~m~I\'. l1\.ln.l):t:"d·.';lre pi.In'"

;lre dllX ~II\): pro\'ldt"r' for the-Ir I)t:l.

\\ork" h;l~ed on their ;IPPflJ;ldl III

meuIl:al trl:::ltmt.'nt .• ' \\ ell ", tlwlr
\\ilhngne.... to dlst'ount It:"t:"" Thi .... the
1"1;10 adnllnlstr;1tors hopl::, will prn- '
mott" ~'ompetition :tOlling rhY'll'lan,
:md hO'''pll:ll, to prm idt:' mort' u 1..;1·

dft"l'ti\t' ht':t!th t';lrt'
.~s p:lft of this dfort. in..ure-I" .Irt'

trYIn~ to iut.'ntif\' rht" most cn~t-t"ffe~'­

ti\'e tre:ltmt.'nts for -:Pt'~'lfll' di;lgnl,'e ...
l' .. ing thl:: experienct"s of ,;:xlsung
polnt-of-sen'll'e nt'twurks. Prlldenll;t!
now t'\'alu:ltt"s tht.' tr:l~'k rt"cnrd, tlf
ph~'sicians hdort' slgnm,g tht"11l Ill'.
s:lys Amy Knapp. vice presidt"nt (,f
managed mt'uic:ll oper:ltions..\(Ofe
careful st'1l::ction of pro\'iders is n( 1\\

built into tht' system, :-;he says. ;lOd
contracting is bused on nt"goti;llt.'d
f~e schedules.

Employer!' have also become more
interested in tht.' c:lli~r of tht" cart',
'It's ~coming a stand:lrd part of the­
proposal process for tht" emplover tt)
visit the site of the health pl:ln :md
meet with the medical director :lntl
quality assurance personnt"I.·· says
Knapp,

Most employers will continue to
offer a \,:lriety of health plans. hut
tht're's a clear mo\,ement tow:lrd bm­
Iting pian options and concentr.mng
on managed care. -Th:ll w:.ty, you put '
your risk pool together and t'llmmate
the potential for tht' m:ln:l~ed c:.lre
plans to skIm off tht" ht":llthit"r
t"mployees," SJVS Edward ~l:l,l!ulre of
Sapers &: 'I);·allack.

The success of mana~ed cart'
hangs on 't\'hether employees ust' thIS
health plan option, 't\'hich In turn '
depends on hov..· well companies sdl
the concept to their emplovees. sa\'s
David Young. 3 benefits consultant
with The \X'y.m Co. -The most attrac­
tive argument is that it n'ill cost
employees less over ume: he notes,

But while managed care is all the
rage. no one is ready to say that u's
the final remedy for nsing health
COstS. 'The best thing 3 CFO can do
is to pick an insurance broker n'ho
has a lot of expenise in thiS area and
is not just selling health insur:lnc~ :.IS

a sideline: says !\laguire, "This IS a
\'ery dynamic SI[UaUOn, There's a Jif­
lerent solution even' d3\', '.
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